Abstract
Introduction
Central Asia and the South Caucasus are regions with strong development potential based on the availability of energy and natural resources, an educated work force, technological infrastructure and strategic geographic location. Yet since their independence the countries of these regions have faced major challenges: the heritage of a centrally planned system, lack of integration into the world economy, weak institutional development, the absence of trade and infrastructure links within the region, and the slow pace of reforms designed to promote governance and private sector development. Progress has been uneven concerning the modernization of their economies. Institutional capacities have not followed the pace of new legislation and there is still a perception of high risk for business transactions. Up to now there was no coherent strategy to enhance regional cooperation. Bilateral and multilateral institutions are active in these regions, but their efforts are largely carried out on an individual country basis.
Macroeconomic performance in the South Caucasus and Central Asia
The South Caucasus and Central Asian regions comprise the poorest and least developed republics of the former Soviet Union. They gained independence after the break-up of the Soviet Union in the second half of 1991.
The South Caucasus is a small region with about 16 million people, a total GDP of approximately US$ 23.9 billion and GDP per capita of US$ 1.478. It consists of three small countries, Armenia, Azerbaijan and Georgia, each with similar levels of economic development (table 1) .
Central Asia is a large territory with low population density. Its population of 59.2 million inhabits an area that exceeds the size of Western Europe. Its total GDP is about US$ 81.3 billion, while its average GDP per capita is US$ 1.408. The five Central Asian countries, Kazakhstan, the Kyrgyz Republic, Tajikistan, Turkmenistan and Uzbekistan, differ substantially in terms of size, population and level of economic development. With a GDP per capita of app. US$ 3.700, Kazakhstan is the most developed country of the region, while GDP per capita in the other four countries varies from US$ 1.283 in Turkmenistan to US$ 356 in Tajikistan (table 1) . *Penev : Economics Institute Belgrade Kralja Milana 16, 11.000 Belgrade, Serbia E-mail: spenev@ecinst.org.yu, penev@eunet.yu The South Caucasus was strongly affected by ethnic conflicts during and after the break up of Soviet Union, while Central Asia experienced less dramatic consequences from its disintegration.
All the countries from these two regions underwent extremely difficult conditions in the early years of their independence and post-communist political and economic transformation. They inherited ineffective, fragmented, low-income command economies and disrupted productive, financial and trade links.
The South Caucasus went through a deeper recession than any other transitional region. The recession lasted until 1995 and was marked by a drastic decline in GDP and investment. The regional GDP in 1995 stood at only 33 percent of its 1989 level, with an investment rate of only 11.9 per cent of the regional GDP (charts 1, 2 and 3).
A certain level of political stabilization of the region resulted in the acceleration of the transition process in the mid 1990s, and has been followed by an intensive growth in investment and GDP (chart 1 and 3). Despite permanent and intensive GDP growth since 1996 (8.9%), the regional GDP in 2006 stood at 86 per cent of its 1989 level.
Central Asia experienced a gradual but longer transitional recession. It resulted in the contraction of regional GDP in 1995 to 64 per cent of the region's pre-transition GDP, while its investment rate in 1994 was 17.2 percent of the regional GDP. -40 1 9 8 9 1 9 9 0 1 9 9 1 1 9 9 2 1 9 9 3 1 9 9 4 1 9 9 5 1 9 9 6 1 9 9 7 1 9 9 8 1 9 9 9 2 0 0 0 2 0 0 1 2 0 0 2 2 0 0 3 2 0 0 4 2 0 0 5 The region achieved a certain level of liberalization and macroeconomic stabilization in 1999, followed by accelerated growth and intensified investment activity during the last seven years, with an average GDP growth rate exceeding 8 per cent, and investment rates of about 23.5 per cent of GDP. Such favorable trends resulted in complete recovery of the pre-transition levels of regional GDP, which in 2005 stood at 111 per cent of its 1989 level. (charts 1, 2 and 4).
The South Caucasus has been characterized by a consistent savings -investment gap (chart 3), not only due to a low level of domestic savings during the 1990s, insufficient to cover even the low investment rates from that period, but from continuously increasing investment rates over the last several years as well. Energy-rich countries, such as Azerbaijan and Kazakhstan, have much higher domestic savings due to attracting significant FDI in the energy sector. Consequently, they are registering consistent growth in energy-related revenues.
Foreign Direct Investment and other Capital Infl ows into the South Caucasus and Central Asia
Foreign capital inflows have been of crucial importance for the initiation and acceleration of the transition processes in the countries of the South Caucasus and Central Asia. These inflows played an important role in filling the significant savings -investment gap, since low domestic savings in the early years of transition were a limiting factor for more intensive investment activity in the region, the necessary precondition for accelerated progress in transition and economic performance for both regions.
Official inflows have been unevenly distributed across these two regions. South Caucasian countries received a relatively modest amount of official capital in the early 1990s, but since 1995 their inflows radically increased, providing these countries with additional capital during the extremely difficult period of their political and economic transformation. Since 2000, Azerbaijan has received the predominant part of this capital. In Armenia its inflow has consistently decreased, while in Georgia outflow has been exceeding inflow.
The South Caucasus received more official capital in absolute and per capita terms than Central Asia. South Caucasian countries received a relatively modest amount of official funding in the early 1990s. This substantially increased in 1995 and eventually stabilized at an average inflow of 300 million per year over the past ten years (Table 2) .
Central Asia received a considerable amount of official capital until 1996. Since 1997, however, this capital played an important role only in Uzbekistan, where official capital still exceeds the level of its FDI inflow.
Due to their poor investment climate as a result of high political risks and a slow progress in transition, these two regions experienced a low level of FDI inflows during the early 1990s.
Along with some progress in transition and political and macroeconomic stabilization, FDI inflows have accelerated and in 1996 significantly surpassed the inflow of official funding into both regions. The FDI into the South Caucasus and Central Asia has been mainly "resource seeking, " as most of these countries are rich in natural resources or are transit routes for strategic oil and natural gas export pipeline routes.
FDI inflows into the South Caucasus in the early 1990s were practically non-existent due to high investment risks related to ethnic conflicts, poor progress in transition and macroeconomic instability.
Nevertheless, a certain level of political and economic stabilization of the region achieved in 1995 resulted in the acceleration of FDI inflows in the second half of 1990s, mostly related to FDI in Azerbaijan's energy sector and the construction of an oil pipeline linking the Caspian Sea in Azerbaijan with the Georgian Black Sea port of Supsa, the first among a number of huge investments in the South Caucasus energy transport infrastructure. Due to this energy-related FDI and several large privatizations (Tbilisi electric power distribution system, Armentel, etc), the regional FDI in 1998 amounted to almost US$ 1.5 billion. After a period of stagnation and even decline (1999) (2000) (2001) The direct investment in its construction amounted to US$ 3.6 billion, with an enormous amount of capital invested in related projects. The pipeline's route extends from Baku, via Tbilisi in Georgia, to Ceyhan on the Turkish Mediterranean coast, providing easier access to Azeri oil and creating the possibility for this pipeline to extend and connect to the Kazakhstan Caspian region oil fields.
The South Caucasus gas pipeline (Baku-Tbilisi-Erzurum), constructed parallel to the BTC from Azerbaijan through Georgia to the Turkish-Georgian border, where it will connect the Turkish gas network, is estimated to cost about US$ 1 billion. From 2007, it will export natural gas from Azerbaijan. Most Central Asian FDI has been in Kazakhstan -specifically in the extraction and transport of oil and gas from the Caspian region fields. The development of the three major oil fields in Kazakhstan (Tengiz, Karachaganak and Kashagan) has given rise to an influx of new investment and infrastructure development.
After the finalization of huge FDI energy-related projects in Azerbaijan and Kazakhstan, FDI radically decreased in both regions in 2005. It is estimated that in 2006 the South Caucasus will record negative FDI inflows, due to an outflow of FDI from Azerbaijan of more than US$ 2.0 billion.
The regional distribution of FDI among South Caucasian countries has been unequal (table 3 and FDI inflows in Central Asia have been more intensive in the early 1990s compared to the South Caucasus. Their growth was relatively stable, without severe setbacks. These inflows have been highly concentrated (chart 8), as 83 per cent of the regional FDI went to Kazakhstan, the one country with significant oil and natural gas reserves. Kazakhstan's FDI stock is the largest among all the countries from these two regions, while Tajikistan has the smallest.
Most of Kazakhstan's FDI has been invested in the extraction and transport of oil and gas from the Caspian region fields. The development of the three major oil fields in Kazakhstan (Tengiz, Karachaganak and Kashagan) has given rise to an influx of new investment and infrastructure development. In addition to FDI in the oil and gas sector, Kazakhstan attracted considerable foreign participation in the extraction of other natural resources, as well as in power, telecom and other public utilities sectors.
Turkmenistan attracted a lesser-though still considerable -amount of FDI, primarily in its energy sector.
Uzbekistan is a country rich in natural resources, such as natural gas, gold, silver, copper, oil and uranium, and is one of the top ten natural gas-producing countries in the world, but still lags far behind Kazakhstan and even Turkmenistan in terms of FDI inflow. Uzbekistan's leading oil and natural gas projects are significantly smaller and markedly less developed than those in Kazakhstan.
The Kyrgyz Republic received relatively modest FDI inflow, mostly in the Kumtor gold mine. 
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The unstable political situation in Tajikistan was one of the main reasons for its very low level of FDI.
The FDI stock per capita in South Caucasus and Central Asia was US$ 851 and 482, respectively (Chart 9). However, the differences among the countries from these two regions were much more extensive, varying from US$ 1.225 and US$ 1.568 in energy-rich countries such as Azerbaijan and Kazakhstan, to only US$ 51 in Uzbekistan.
U z b e k is t a n T u r k m e n is t a n T a ji k is t a n K y r g is t a n K a z a h s t a n G e o r g ia A z e r b e ij a n A r m e n ia C e n t r a l A s ia C a u s a c u s In terms of FDI stock per GDP, there are enormous differences between and within the regions. The FDI inward stock per GDP in Central Asia and South Caucasus by the end of 2005 was 34.2% and 74.5%, respectively. The differences among the individual countries varied from 110.5% in Azerbaijan to only 8.2% in Uzbekistan (Chart 10).
U z b e k is t a n T u r k m e n is t a n T a ji k is t a n K y r g is t a n K a z a h s t a n G e o r g ia A z e r b e ij a n A r m e n ia C e n t r a l A s ia S . C a u s a c u s 
Investment climate in the South Caucasus and Central Asia
The South Caucasus and Central Asia have several advantages for attracting FDI, and their identification is important for the development of their FDI strategies. In spite of some differences between the regions, they have a number of similar advantages important for attracting private foreign capital. 
The most important advantages for attracting FDI into the
FDI in energy infrastructure as a catalyst for other related FDI (Azerbaijan and Georgia).
The predominant part of FDI in this region has been resource-seeking, mostly invested in energy production/extraction (Azerbaijan) and energy export infrastructure (Azerbaijan and Georgia). As the region's energy reserves are mostly located in Azerbaijan, this country has good prospects for attracting foreign capital for the further development of its Caspian oil and natural gas fields. In addition to the South Caucasus gas pipeline, which is almost finalized, new investment in the energy export infrastructure can be expected, including the extension of the BTC pipeline and its connection with Kazakhstan's oil fields in the Caspian Sea region. FDI in energy extraction and energy infrastructure has already been a catalyst for related FDI (Azerbaijan and Georgia), with especially positive effects on the development and growth of the construction and service sectors.
In spite of the importance of the energy sector, which has the potential for further inflows, economic diversification remains a challenge for attracting investment. One of the region's comparative advantages is the availability of cheap and productive labor. The labor costs in this region are much lower, not only in comparison to CEEB -new EU member countries -but in comparison to SEE countries as well. In addition to low labor costs, macroeconomic stabilization, growth prospects and economic liberalization are important preconditions for attracting export-oriented, labor-intensive FDI.
Due to its favorable strategic position, the South Caucasus is becoming an important link between East and West, not only as a corridor for oil supply from Caspian oil fields, but as a region that will connect the trade and transport routes between East and West, thus making a significant contribution in terms of strengthening regional cooperation and boosting prosperity. Central Asia is endowed with abundant natural resources, including oil, natural gas, coal and metal ores. These resources are unequally distributed across the countries of this region. Kazakhstan is an energy-rich country with huge reserves of oil and natural gas, but is also rich in coal, iron, chrome, gold and other metal ores. Uzbekistan and Turkmenistan are rich in natural gas and coal and have some reserves of oil. The Kyrgyz Republic is rich in gold and hydropower, while Tajikistan, in addition to hydropower, has some reserves of uranium, petroleum, coal, gold and silver.
Huge FDI in the energy sector and other extraction industries can be a catalyst for other related FDI, with important multiple effects for economic development in the region.
Cheap and productive labor, high growth rates and some progress in transition can be considered a good precondition for attracting more diversified, labor-intensive FDI. Nevertheless, this can only be considered a potential advantage, due to a number of barriers for the realization of these advantages, including poor physical infrastructure and lack of regional cooperation.
Barriers to FDI inflows in the South Caucasus and Central Asia
Despite the differences between the South Caucasus and Central Asia, and their constituent countries, they share a number of similar obstacles that adversely affect the quality of their investment climates. Even though relatively high investment risks characterize the countries of both regions, they are more severe in South Caucasian countries due to unsolved political and territorial disputes still present in the region. Since private foreign capital is very sensitive to security and the general political environment, it is crucial for these countries to find peaceful solutions to existing political tensions. This is an important precondition for regional cooperation. Slow progress in institutional reforms in the South Caucasus and Central Asia still poses a serious problem (Table 4) . Weak institutional infrastructure, lack of entrepreneurial capacity and lack of competition policy in both regions are generating a number of obstacles for the improvement of the business and investment environment, and are crucial impediments to private sector development and long term prosperity.
Physical infrastructure is underdeveloped in both regions. All Central Asian countries, with the exception of Kazakhstan, are lagging far behind other countries in transition in almost all utilities sectors. A lack of adequate roads, export energy infrastructure and railways, and the poor quality of existing ones, together with inadequate water supply, are important obstacles to FDI in Central Asia. Inadequate export energy infrastructure is a serious impediment to increased gas production and exports not only in Uzbekistan, but also from other Central Asian countries rich in natural gas, such as Kazakhstan and Turkmenistan.
Weak institutions present an obstacle to good governance, resulting in poor implementation of laws, development of informal processes and widespread corruption in both regions.
Transparency International's Corruption Perception Index identifies high levels of corruption throughout the South Caucasus and Central Asia, greatly exceeding corruption levels in CEE and SEE countries (Table 6 ). Private foreign capital is sensitive to legal uncertainty, especially to high levels of corruption. The creation of a favorable legal and regulatory environment for business activities is of the utmost significance.
Weak regional cooperation and integration is characteristic of both regions. The disintegration of the Soviet Union resulted in a sharp decline in trade between the former Soviet republics in the early 1990s. While intra-Soviet trade has exceeded 80 percent of the total Soviet trade for the non-Russian republics in 1990, intra-CIS trade accounted for only 33 per cent of the total CIS trade in 1994 and fell further to 25 per cent in 2002 (Elborgh-Woytek, Katrin, 2003) . This decline was more dramatic in the South Caucasus than in Central Asia, as the share of their trade with CIS countries in 2002 on average amounted to only 22 per cent, while this share in the Central Asian countries was considerable, and exceeds 45 per cent of their total trade (Kokko, Ari and Patrik Gustavsson, 2004) . Trade among the ex-Soviet republics is especially important for the small and landlocked countries of the Central Asian region due to their poor infrastructure and their difficulties integrating into the world market.
The South Caucasus has a history of conflicts that strongly affects regional political and economic cooperation. Apart from political and infrastructural obstacles, a number of institutional, bureaucratic and structural barriers to intra-regional trade and investment exist in the region. The EU has developed a vision of regional cooperation through The Wider Europe Initiative, launched in 2003 by the European Commission. The World Bank, EBRD and other IFIs are active in the region facilitating and re-establishing trade among these countries.
Regional cooperation in Central Asia is jeopardized by its weak institutions, trade barriers and underdeveloped physical infrastructure. An improvement of their intra-regional cooperation, especially on economic issues such as trade, transport infrastructure and investment, would have positive effects on economic growth and inflow of FDI (Linn, Johannes, 2005) .
Membership in the WTO is of great importance, not only for trade acceleration and liberalization in general, but also intra-regional trade, reducing the number of tariff and non-tariff barriers among these countries.
1 CIS -Commonwealth of independent states which includes all the countries of the former Soviet Union except the Baltic states. Table 7 .
Status of WTO accession of South Caucasian and Central Asian countries
Accession to the WTO progressed more in the South Caucasus, as Georgia and Armenia are already members of WTO, and Azerbaijan intensified its efforts to speed up the process. This process has been much slower in Central Asia, as at present only the Kyrgyz Republic is a member of WTO. However, Kazakhstan advanced well in the accession process, and has good prospects of becoming a member of the WTO in the near future. Uzbekistan and Tajikistan already started the accession process, but are still lagging behind Kazakhstan. Turkmenistan is the only country that has not applied for WTO membership.
In the last fourteen years a number of bilateral and regional trade agreements have been signed. The Commonwealth of independent states (CIS), created in December 1991, includes all the countries of the former Soviet Union except the Baltic states. The CIS was established to create a regional economic union. A number of other regional organizations and trade agreements have been established and signed, mostly related to free trade among the countries of these regions (Central Asian Economic Union -CACO; Economic Cooperation Organization -ECO, CIS, EAEC etc), but these organizations are characterized by weak institutions, and the implementation of these agreements is still at an early phase.
Conclusions
Improvement of the investment climate by accelerating the transition process and reducing investment risks can be recognized as the most important economic policy related determinants of FDI inflows into the countries of these two regions. However, further progress in regional and international integration and the elimination of widespread corruption through the introduction of integrity programs in the public sector and diminished bribery in business transactions are also important preconditions for accelerating and diversifying FDI inflows.
Structural diversification of South Caucasian and Central Asian natural resource-based economies would be essential in ceasing dependence on the energy and mining sectors and would have positive long-term effects on economic growth, the investment climate and the attraction of other types of FDI in addition to current FDI, which is mostly related to natural resources.
The creation of national funds in natural resourcebased economies, similar to those that already exist in Kazakhstan and Azerbaijan, by saving part of the revenues from oil and other extraction industries, might be used to support institutional reforms and the development of the private sector, and encourage PPPs in the development of the necessary physical infrastructure in all the countries from these two regions.
